
digital compression ~! reducing the returns to
innovative activity.

Of course, the creation of such disincentives is contrary to

express Congressional and Commission objectives. In passing the

1992 Cable Act, Congress meant to "ensure that the regulations

prescribed reflect the dynamic nature of the communications

marketplace and do not impair the development of diverse and high

quality video programming. ,,96 Similarly, the Commission has

repeatedly stressed its intention to "adopt regulations that will

encourage cable operators to continue to invest in the

development of new technologies and innovative program

services ..•. ,,97 A system bandwidth approach to calculating

channel occupancy limits promotes these objectives. Because such

an approach will not saddle operators with the periodic

recalculation of channel occupancy limits based on the amount of

programming being transmitted at any given time, operators will

be encouraged to maximize the use of system capacity by investing

in new technologies and programming services. Conversely, an

approach to calculating vertical limits that equates "cable

95 Besen et al. at 23-24.

See also Notice at " 51 andFurther Notice at , 183.

96 Notice at t 53 (citing Communications Act 55
633(f)(2)(E) and (G), 47 U.S.C. 55 533(f)(2)(E) and (G». ~
also Communications Act S 613(f)(2)(G), 47 U.S.C. 5533(f)(2)(G)
(cable ownership limits should "not impair the development of
diverse and high quality video programming."); Further Notice at
t 209.

97
53.
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channel" with "program service" will cause TCl to reconsider the

value of moving quickly to digital compression.

c. By Encouraging Investaent in BJaerginq
Technologies, A Spectrwn Bandwidth Approach
Will Poster the Carriage of Unaffiliated
PrograDlllling

As the Commission correctly pointed out in the Ownership

Notice, expanded channel capacity will itself promote cable

carriage of unaffiliated programming, thereby rendering channel

occupancy limits unnecessary:

[E]xpanded channel capacity will eliminate the need for
channel occupancy limits to ensure diversity and
prevent discrimination against unaffiliated programming
services. Cable systems with such dramatically
expanded capacity will require programming from many
different sources in grder to program so many
additional channels. 9

Seen in this light, the Commission's best option for promoting

carriage of unaffiliated programming is to adopt a method for

calculating channel occupancy limits that encourages cable

operators to invest in technologies which expand system capacity.

As discussed in the preceding section, a method of calculating

channel occupancy limits based on system bandwidth will encourage

investment in technologies that expand channel capacity, whereas

an approach that ties vertical limits to the number of

programming services transmitted at any given time will create an

administrative nightmare and discourage investment in such

technologies. Accordingly, the Commission should opt for the

98 Notice at '53. See also Further Notice at , 226.
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former approach in order to foster the carriage of unaffiliated

programming.

Nor should the Commission be concerned that operators will

manipulate the channel occupancy limit under a bandwidth scheme.

First, digital compression is expensive. The substantial costs

associated with implementing compression and other capacity-

expansion technologies will preclude cable operators from using a

system bandwidth approach as a tool to evade the vertical

ownership limitations. For example, implementing digital

compression includes the following approximate costs:

$250-$300 per subscriber for digital decompression
boxes;

$850,000 per encoder for each 6 MHz band of system
bandwidth;

$150,000 - $250,000 per transponder / per 6 MHz / per
month

Plainly, cable operators are not going to invest billions of

dollars for digital compression, fiber optics, and other emerging

technologies simply to avoid their vertical ownership limits.

The costs of that strategy would clearly outweigh any benefits.

Even if operators were inclined to adopt such an economically

nonsensical strategy, the vast public shareholder base in

corporations like Tel would likely prohibit them from doing so.

Rather, cable operators will respond to incentives to provide

programming that consumers want in order to maximize their return

on this substantial investment, a dynamic that is entirely

consistent with the public interest. Second, by the end of 1994,

the deploYment of DBS systems will present cable operators with a
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multichannel competitor in every market. Thus, cable operators

will have increased incentives to carry unaffiliated programming

to compete effectively with this new distribution technology.

For the foregoing legal and policy reasons, TCl urges the

Commission to adopt a system bandwidth approach for measuring

channel occupancy limits.

COIICLUSIOII

For the foregoing reasons, TCI respectfully recommends that

the Commission adopt vertical and horizontal ownership rules

consistent with the Comments herein and with TCl's initial

Comments.

Respectfully submitted,

TELE-COMMUNlCATIOIIS, IIiC.

Michael H. Hammer
Laurence D. Atlas
Francis M. Buono

Willkie Farr & Gallagher
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1155 21st Street, N.W.
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I. Introduction

The Co.-ission'. Notice of Propo.ed Rule Making and Notice of

Inquiry on Horizontal and Vertical ownership Limitations and Anti­

traffickinq Provi.ions solicits comment on three basic issues: (1)

the nature of the limits to be placed on the number of cable

subscriber. that can be served by co_only-owned cable syst_.

("SUbscriber li.its"); (2) the nature of the limits to be placed on

the number of channels on a cable system that can be occupied by

program services in which the operator has an ownership interest

("channel occupancy limits"); and (3) whether limits should be

placed on the ability of cable systems to enqage in video program

production. The Co.-ission also seeks comments on the

implementation of the anti-traffickinq provisions of the Cable Act

of 1992. This paper provides an econoaic analysis of each of these

issues.

The first ••ction addr••••s the effect of the existence of

larqe MUltiple Syst•• Operators (MSOs) on their ability to exercise

market power in th.ir dealinq. with SUbscribers, advertisers, and

cable program servic.s. We begin by describinq the efficiencies

that result when there are larqe MSOs. These include efficiencies

both in program acquisition and in planning and developing new

technologies and s.rvice••

N.xt, we analyze the concerns that larger MSOs miqht be able

to exercise incr.ased market power in dealinqs with subscribers and
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local advertisers. We conclude that there is little basis for such

concern because c~only-owned cable systems rarely compete as

sellers. We also conclude, for the sa.e reasons, that increased

concentration in cable system ownership does not raise the risk

that cable operators would·collude, overtly or tacitly, as sellers.

We next analyze the possibility that mUltiple system operators

serving more subscribers might exercise market power in their

dealings with program services. Although this possibility cannot

be dismissed as easily as can the threat that market power might be

exercised against subscribers and advertisers, we conclude that

there is very little risk that the exercise of monopsony power

poses a threat to the diversity and quantity of programming

available to consumers. The nature of bargaining between large

MSOs and cable program services permits prices to be raised for

some services without increasing the price. that are paid for

others. As a result, even if large MSOs can affect the prices they

pay for programming, they will have no incentives to restrict their

purchases of cable program services. For all these reasons, we

favor relatively high limits on the number of cable subscribers

that can be served by commonly-owned cable systems. We conclude

that neither the current level of horizontal concentration in cable

ownership, nor an increase in that concentration, pose a

substantial threat of increased market power and reduced program

diversity.

OUr analysis of the issues involving vertical integration,

which are raised by the channel occupancy limits, is more coaplex.
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We begin our analysis by d.scribing the efficiencies that may flow

from v.rtical integration between cable sy.tems and cable program

.ervices. These efficiencies clearly must be balanced again.t any

anticompetitive concerns.

We cannot dismi•• , a. theor.tical matter, the possibility that

a cable program service that is vertically integrated with a cable

op.rator might be able to use that relationship to disadvantage a

rival ••rvice. In the context of the cable television indu.try,

however, the set ~f factual circumstances in which such behavior

would be profitable are .ufficiently stringent that we cannot

regard this as an imainent threat. Thi. is so for several reasons.

The cable operator may be unable to damage the rival service

because the operator is too small, because the rival service is

profitable enough to withstand the lo.s of revenue, or because the

rival .ervice can protect itself. by lowering payments to

programming inputs. Foreclosure, even if it could harm the rival

service, may yield Iittle or no payoff because the affiliated

program service faces too many other substitutes. The co.ts

incurred by the cable operator incurred to disadvantage the rival

service may be greater than the gain. of the affiliat.d 'program

service. The own.r.hip of many program .ervic.s is diSPersed,

raising the prosPect that the foreclosing cable operator must share

the gains with other owners of the s.rvice who do not bear the

a.sociated costs. Finally, rival program services may have means

of prot.cting th••••lv.. from harm -- what economists call

count.rstrategi•• -- that pr.v.nt a foreclosure strategy from
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succe.dinq. As a re.ult of the efficiencies qenerated by vertical

integration and the difficulties of enqaqinq in foreclosure, we

favor relatively high channel occupancy limits.

Our analysis of Whether cable operators should be allowed to

engage in proqram production concludes there is no need for .etting

limits on such behavior. The principal involvement of cable

operators in program production has been somewhat indirect, either

the consequence of an ownership interest in proqram services, or

because an entity with ownership interests in program production

also has ownership interests in cable systems.

We would not expect to see large scale involvement of program

services in proqraa production. There are, however, circumstances

in which efficiencies in proqrUl production are achieved less

easily by contract than by vertical integration. We see few risks

that anticompetitive behavior would be fostered in such

circumstances if cable systems were to take part in program

production. Preventing the involveaent of cable systems in proqram

production, particularly when it is often indirect, is likely to

prevent the achievement of efficiencies while offering few, if any,

offsetting advantages.

Finally, we present several reasons why the COllJllission .hould

iaplement the anti-trafficking provisions of the 1992 Cable Act in

a liberal manner. We recollJllend that the cOllJllission minimize the

extent to which the.e rules block transfers of ownership because

transfers typically will promote the efficient operation of cable
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syste.. without posing a threat that they will lead to higher

prices being charged to consumers.

II. OWnership Li.its

section 11 of the new Cable Act requires the Commission to

promulgate limits on the number of households any single owner of

cable systems can reach. The existence of firms with large shares

of a well-defined market, often raises concerns about the exercise

of market power. In this section, we analyze whether similar

concerns are pres.nt. in the case of the ownership at cable

television systems and whether, therefore, stringent limits should

be placed on the number of subscribers (or homes passed) that can

be served nationally, or regionally, by cable systems that are

under common ownership.l

There are four types of transactions in which large MBOs

engage that might potentially raise concerns about anticompetitive

behavior. First, there are transactions in which cable systems

sell their basic, enhanced, and premium services to subscribers.

Second, there are transactions in Which cable- systems sell

advertising time in spots that are made available to them by the

lOUr discussion throughout focu.es on the number of
SUbscribers served by any cable syst_ because that i. one of the
key characteristics affecting the kind of behavior described in the
text. However, any ownership li.it should be based on the number
of ho.es passed rather than the nuaber of SUbscribers; otherwise,
mUltiple system operators that are approaching a subscriber li.it
would have incentives to artificially depress the nuaber of
subscribers. Becau.e virtually all local franchise authorities
require the wirinq of the entire franchise area, comparable
disincentives would not arise with a limit on homes passed.
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national program services. Third, there are transactions in which

cable systems acquire the services that they offer to subscribers

from the packagers or producers of those services. Finally, there

are the transactions in which cabl. systems hire the labor that

performs the technical and administrative functions that they

require in order to operate. The first two of these fall under the

heading of potential market power as sellers, and are considered

together below. We also address the third issue, the potential for

cable MSOs to exercise market power as buyers. The final set of

transactions clearly raises no issues of anticompetitive behavior

and we do not consider it further.

A. Ifficiencie. from MUltiple Iystaw Operation

To give some perspective to our analysis, it is important to

recognize that size, per .e, is no cause for competitive concerns.

Firms may choose to grow to a. partiCUlar size because that permits

them to achieve efficiencies that are not available if they operate

at a smaller scale. Moreover, firms that are successful because

they operate at lower costs or are better able to meet the demands

of consumers, frequently grow to a large size. Penalizing such

growth and developaent risks promoting inefficiency by reducing the

incentives and opportunity for efficient growth. 2

20f course, relatively large f irIM that earned dominant status
through efficiencies aay engage in anticoapetitive strategies to
maintain a dominant po.ition. An efficient remedy would be one
that is targeted to the firm-specific anticompetitive practice••
By contrast, a prophylactic ban on growth would sacrifice the
efficiencies that drive that growth.
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As the co_ission acknowledqe. in its Notice, siqnificant

efficiencies may result when cable systems in different qeoqraphic

markets are under common ownership. These efficiencies take two

basic forms, reduced costs of proqralll acquisition and reduced costs

of administration and planninq for new technoloqies, services, or

both.

In a previous paper that we sub1Ritted in the co_ission's

proqram access proceedinq, we explained at some lenqth how the

costs incurred by a proqram service can be reduced siqnificantly if

it can deal with a sinqle entity that neqotiates on behalf of a

larqe number of separate cable systems instead of dealinq

separately with .ach syste•• 3 First, there are savinqs in

contractinq costs that result When the service can neqotiate with

a sinqle purchaser rather than havinq to reach an aqreement with a

larqe number of s.parate buyers. Second, and perhaps more

important, there are lower costs of marketinq when a sinqle

decision-maker can co_it to takinq a service for a larqe number of

separate cable syst_s instead of the service havinq to obtain

c01llJllitments from many separate operators. Competition amonq

proqram services for the riqht to serve the subscribers of larqe

MSOs results in these cost savinqs beinq passed on in the form of

3S•M• Besen, S.R. Brenner, and J .R. woodbury, "Exclusivity and
Differential Pricinq for Cable Proqr_ Servic.s," attached to
Co_ents of Tele-Ccmaunications, Inc. , before the Federal
Co_unications C~ission, In 1j.tla -"ter of Iaple.ntat.ion of
Sect.ions 12 ADd l' At the CAbl, Nwilion CQQ'UMr Pro1;-etion and
CQRRItit.ion Act At 1912: QeywlOl"'pt ot CAIP'tition and DiYersity
in Video proqr...ing Distribution and carriage MM Docket No 92-265
(January 25; 1993).
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lower wholesale prices.

subscriber rates.

This, in turn, may result in lower

Economies of scale also exist in administration and planning

for new technologies and services. Many of the costs of these

activities are independent of the nUJlber of subscribers baing

served. Because smaller MSO. will have higher costs per

subscriber, they are likely to invest less in planning for new

technologies and .ervices.

With regard to innovation, large MSOs have historically played

a large role in developing new services, encouraging the

introduction of services developed by others, and in supporting

existing services through periods of financial difficulty. This

behavior is consistent with a growing body of evidence that shows

that many important advances originate with users rather than

suppliers, or involve a .ub.~antial contribution by users. 4

Because many iaprovements will not be subject to protection

under the intellectual property laws, unless u.er. are large enough

to appropriate a significant share of the benefits of these

advance. they will not undertake the necessary innovative

activity. 5 Indeed, .maller MSO. are more likely to wait for

others to start a "bandwagon" for a new program service or

technology. Therefore, one would expect that innovative activity

·Por an excellent study of innovative activity that emphasizes
the role of users, see E. von Hippel, The Sources of Innovation,
New York: Oxford University Press, 1988.

sPor service innovations in the cable industry, trade secret
protection would also be unavailable.
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in the cable indu.try would be adver.ely aff.ct.d if .ignificant

limits were placed on cable system ownership.'

B. MSOs and the Price. Paid by Sulwcribers and Advertisers

Mea.ures of ownership concentration bave a different m.aning

for cable television .ystem. than th.y do for firms in other

industries for on. v.ry important reason. With very rare

exceptions, cable sy.t... serve discrete geographic area., i.e.,

they do not co.pate directly with one another either for

.ub.cribers or for local advertising revenues. As a result, one

cable .y.tem's .arket power in .elling to either advertiser. or

viewers within any given geographic market is unlikely to be

enhanced if the .ystem acquires, or is acquired by, another system

serving a different geographic area. Nor for these transactions is

the potential for collusive behavior i~ the industry increased when

concentration increa.es, because cable systems are not direct

competitors.

There are two po••ible exc.ptions worth noting. First, in

th.ory, a giv.n cabl. sy.te. may encounter a competitive threat

from·thos. sy.t... on the .dges of its geographic area. However,

because th.re have been so few instances of overbuild competition

6 Clearly, acme advanc.. in technology and ••rvice. will
origin.te with fira that supply the cabl. indu.try. How.v.r, .v.n
in th••• c•••• , ther. will .cae need for .uppliers to coordinat.
with cable sy.t... and only large RSOs are lik.ly to take on this
rol.. For two r.c.nt .xaaple••ee P. Laabert, "TCl: $200 Million
for Chann.l Explo.ion," BrQl'9Astipg, December 7, 1992, p. 5 and
B.A. J ••••ll, "Ti.. Warn.r Conn.cts to Long Distanc.,"
Broadcasting, December 7, 1992, p. 19.
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since cable'. infancy, this threat ia not likely to warrant a limit

on national ownerahip concentration.

Second, there may be interdependent cable advertising demands

across geographically proximate areas. One obvious problem with

such a characterization is the implicit assumption that cable

advertising is a relevant antitrust market. In fact, it is likely

that in most, if not all, ca.es, the smallest antitrust market

consiata of the advertising of at least all local broadcast

stations. This is certainly suggested by the NAB's reasons for

seeking a new must-carry rule before the FCC and Congress:

broadcast stations and cable sy.teas compete for many of the same

advertisers, and the NAB fear. that cable operators will not carry

them on their syate... In correctly-defined local advertiaing

markets, the share of cable oPerators in total advertising revenues

is quite small.

Even if the merger of geographically proximate systems posed

an anticompetitive threat, however, a national limit on the number

of SUbscribers reached will not (except by chance) target what is

likely to be a highly localized problem. Arbitrarily defined

regional limits on subscribers -- for example, state-wide limits on

subscribership -- are no more relevant than national limits. The

appropriate geoqraphic scope of such limits would have to be

imposed on a costly cas.-by-case basis.

10



C. IISQ. .nd the Price. P.id to Proqr.. Service.

Although it i. cle.r th.t owner.hip concentr.tion h.. no

.nticompetitive effect on the de.lings between c.ble televi.ion

.y.tems .nd subscribers or advertisers, it might be argued th.t

l.rge c.ble oper.tors c.n affect the prices th.t are paid to

program services. The concern here is that .llowing c.ble MSOs to

exceed so.e size limit may .llow the exercise of increased m.rket

power not .s sellers of video services to consuaers, but as buyers

of program services. In other words, this concern would be th.t

l.rqe c.ble MSOs m.y be able to exercise monopsony power. The

exercise of monopsony power, like the exercise of m.rket power by

• seller, c.n reduce efficiency and consumer welf.re by

inefficiently restricting the availability of services.'

In an.lyzing this issue, it is import.nt to distinguish at the

outset between behavior on the part of cable operators th.t results

in a shift of p.yaents from program .ervices to the operators, pure

transfers, and that which actually affects the amount of

progra_inq that i' .v.ilable to viewers. From the point of view

of this paper, we are unconcerned with pure transfers, bec.use they

do not affect the efficiency with which resources are allocated. 8

'It is important to note here that, as in the analysis of the
determinants of the price. paid by ,ubacribers and adverti,er.,
c.ble ,y,tems in different geographic aarkets are not competitors
for progr.... Bec.u.e program 'ervice' are public good', the ,ale
of a service to a ,y,t.. in one aarket does not preclude the sale
of the same service to a system in another market.

8The opportunity to capture the.e tran.fer. may c.u.e the
parties to a tr.nsaction to expend re.ource. to position th_elve.
in a strong borqaining position. If such transfers could be
prohibited, these resources would not be wasted; however, short of
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Thus, we confine our attention to whether it is likely that larqe

MSOs could succe.sfully increa.e their profits not only at the

expense of program .ervices but also at the expense of viewers. In

order for a larqe MSO to use its buyinq power in a way that

adversely affects viewers, it would have to decline to carry some

program services that it would otherwise be profitable to carry,

and the effect of the reduction in purchases would have to reduce

the price. at which other proqram services could be purchased.

There are sound reasons for doubtinq that cable MSOs, even if

horizontal concentration increased considerably, would exercise

monopsony power that restricted the supply of video proqramminq to

consUllers and haraed welfare. As a result, we do not believe that

the Commission needs to adopt restrictive limits on the size of

cable MSOs to prevent the exercise of monopsony power that would

nimpede ••• the flow of video proqramainq from the video proqrammer

to the consumer. n9

1. When langpsony Power light Bastrict Supply

To analyze whether larqe MSO. are likely to be able to

restrict the supply of video proqra..inq by exercisinq monopsony

power, we first review the standard analysis of how and why

embroilinq the ca.aission in a lonq and costly exercise of
estiaatinq the ca.petitive proqr...inq price for the entire
spectrum of available and future proqra..inq, and therefore the
amount of such transfers at stake, such a prohibition could not be
enforced.

'section 613(f) (2) (A) of the Communications Act.
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monopsony power is haraful, and then adapt the analysis to the

cable industry.

In the standard analysis there is a single purchaser of so.e

input that has an upward sloping supply curve. Because the supply

curve slopes upward, additional purchases. increase the price paid

for all units of the input. Thus, the sinqle purchaser recoqnizes

that the cost of buying additional quantities of the input include.

not only the price paid for those additional units, but also the

increased payment on all other units that results from the

associated increase in price. For this reason, the monopsonist

re.tricts the amount of the input purchased, and consequently the

quantity of output supplied. If there were many small buyers, each

would ignore any effect of its purchases on input prices because

its individual purchases would have a negligible effect -- in other

words, no buyer would have monopsony power over the input price -­

and thus each would purchase more inputs and supply more outputs

than if it were a monopsonist.

Despite the potential benefits to a large buyer from

restricting its purchases to lower the price it pays, large buyers

--_ ..---,

often do not behave in thi. manner. There are basica'lly two

reasons for this. First, size confers no monopsony power if the

supply curve for inputs faced by a larqe buyer is perfectly

elastic, i.e., horizontal, so that purchasing additional quantities

of an input does not increase its price. Second, even if higher

prices must be paid for additional units of an input, a large buyer

has no incentive to inefficiently restrict purchase. if the higher
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price need be paid only for the additional units, but not for all

other, "inframarginal," units purchased. 10 Based on our analysis

of the significance of these factors in the cable industry, we

conclude that it is unlikely that a large Msa will restrict its

purchase, and supply to consumers, of video services by exercising

monopsony power.

2. Monopsony Pour and Cable KSOs

The basic question that we address here is whether a large MSO

would drive up the price it pays for All proqram services if it

were to purchase an additional service. There are three dimensions

in which a cable MSO can increase the quantity of program services

it purchases: (i) it can carry a given program service on

additional systeas and deliver it to more subscribers; (ii) it can

bUy more proqram services for each of its systems; or (iii) it can

bUy higher quality programming from a given proqram service.

It is hard to imagine that if a cable MSO were to carry an

established service on more of its systems, the additional carriage

would require the expenditure of significant resources. ll The

program service itself consumes few additional resources to'deliver

its service to more systems; the normal presumption is that the

marginal costs of supplying a service to more systems and consumers

10This is analogous to the proposition that a perfectly
discriminating monopolist does not inefficiently restrict quantity
supplied.

11The i~licit as.~tion is that viability of the service is
not affected by how -any syste.s carry the service. We discuss
next the case where the MSO decision may affect viability.
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are lower than the average cost. As a result, the total inputs

used in the distribution of this .ervice remain virtually

unchanged; and if there is no effect on the u.e of inputs in this

service, there will be no effects on the cost that must be paid to

retain inputs used in other .ervices. 12

Cable MSO. also can decide how many cable program services to

carry. Is a decision by an MSO to carry one more cable service

likely to affect the prices paid for other cable services? If an

individual MSO's decision does not change the number of operating

cable proqram services (holdinq quality constant), there is no

reason to expect an effect on price. The analysis is the same as

the previous case. Few additional resources are needed to serve

the additional syst_s of the MSO, and thus the real cost of inputs

would not be rai.ed.

What if, instead, the MSO' s decis.ion deterJIines how many cable

services will reaain in business? Now buyinq an additional service

will have an effect on the total quantity of resources devoted to

cable program services. 13 There still will be no incentive to

inefficiently restrict the quantity purchased, however, unless the

operation of an additional cable program service bids up the prices

12Indeed, as distinct fro. the effect of expanded carriage on
the use of prograa service inputs, this cable MBO is likely to pay
Iqwer per-subscriber price., (i.e., receive volume discounts) for
delivering a service to IIQB subscribers. Pricing by cable program
service. is more .likely to qive operators an incentive to expand
carriage than an incentive to restrict it inefficiently.

13To be clear, we are not cpncluding that a single MSO could
affect the viability of a prograa service but instead si.ply
analyzing the effect of assuming that it could.
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that must be paid to inputs used in oth.r cable program services.

Only then will purchase of an additional service drive up the

supply costs of other program services, and thus the prices the

cable MBO must pay.

Available evidence does not indicate that program services'

input costs would be bid up in this way during any medium or long­

term time horizon. 14 The rapid expansion of the number of cable

program services that occurred over the space of a few years, and

the fact that many services continue to be available to cable

systems at very low per subscriber rates, suggest a relatively

elastic supply of many of the inputs that are used by cable program

services. 1S

The final possibility to be analyzed is that a large. cable MBO

might be able to adjust the "quantity" purchased in another

dimension if it could induce a program service to eJlploy higher

quality programming inputs by offering the service a higher license

fee. This would not, however, lead to an exercise of monopsony

power that inefficiently restricted the supply of video programming

unless the demand by one program service for higher quality program

inputs bid up the cost of program inputs used by other .program

services. Whether this would be the case would depend on the

nature of the bargaining between program services and the putative

14Put so.ewhat differently, over these time periods, the
relevant antitrust aarket is not likely to be limited to those
inputs used in producing specific types of program services.

1Sone count, by the KCTA, reports that there were 27 national
cable program networks at the end of 1980 and 73 by the end of
1987. KCTA, "Cable Television Developments", October 1992, 7-A.
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monopsonist. For r.asons discuss.d in detail below, increas.s in

program quality, although they may require the payment of higher

input pric.s than tho•• that are currently being paid, are unlikely

to increase the prices of inputs used by other proqram services.

As a result, even a single large buyer would obtain no benefits

from restricting the amount of ita purchases.

3. Proar. Quality and Proqrp Prices

The previous discussion focused on whether large MSO buyer.

would restrict the quantity of proqram service purcha.ed, rath.r

than on their ability to affect price paid, because it i.

restriction of output that would reduce efficiency and would, in

the words of the 1992 Cable Act, "impede••• the flow of video

programming from the video programaer to the consume~." Exerci.e

of monop.ony power that restrict. quantity purchased involves, or

could be implemented by, limiting the price paid for proqram

services. At the .... time, cable MSOs may have some ability to

limit the price paid for some program services by exercising

bargaining power, without having any incentive to -restrict their

purchases inefficiently.

Some cable prograa service. have higher costs than others, and

de1llAnd, and receive, higher fees from cable operators. Those

higher costs, in turn, may reflect the higher quality of tho.e

cable services. Ind••d, one can imagine an array of cable program

services from tho.e that are least costly to acquire to those that

are most costly. So long as paying for a higher cost service does

17



not increa.e the price that must be paid for a lower cost service,

a cable MBO has no incentive to restrict its purchases to lower

cost (lower quality) .ervices in order to exerci.e market power.

Barqaininq over the price of proqr_ riqhts and proqram inputs

is a common phenomenon throuqhout the video, entertainment, and

.POrts industries. Some proqramainq and some sports events, and in

turn some of the talent responsible for such proqramminq and sports

events, qenerate revenue in exces. of the value those inputs could

qenerate in their next best use. In other words, such proqra_inq

and inputs into proqramminq qenerate revenues in excess of the

minimum costs that must be paid to command their use. 16 That

means there is room for barqaininq between buyer and seller over

the difference between the minimum amount the seller must be paid

and the maximum amount the buyer would pay.17

The potential for barqaininq will be much qreater for some

cable proqram services than others • There is little room for

barqaininq over fee. for proqram services that qenerate an

16we do not ...n to suggest that one could reduce any exces.
of revenues over input opportunity cost. to zero and still maintain
the saae quality of proqr_ing over time. Both the expected
return to inputs and the distribution of returns will affect the
availability of prQ9r__ing input.. The amount needed to pay
current inputs in order to attract the .... quality of proqr_inq
inputs in the future i. by definition not a rent. Put so..what
differently, there i. no credible way in which a purchaser can
extract all the revenue. in exce.s of opportunity cost today and
promise not to do it again tomorrow.

17A similar analysis could be conducted by assuming that
factor inputs have different value. in alternative uses. We
eaphasize the approach taken in the text becau.e differences in the
value of input. to the video industry se_ much qreater than
differences in their value. in their best alternative uses.
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increment in revenue to cable syste.s only slightly larger than the

costs of the program service, where those costs are the minimum

amounts the service could pay and still purchase rights to its

proqrumaing.18 Significantly, however, the amount paid by a

single large buyer for one program service is unlikely to affect

the price it pays for all others. Thus, for example, a perfectly

price discriminating monopsonist would pay only the minimum amount

necessary for each program service, an amount that would be

unaffected by the number or identity of other program services that

it takes. Similarly, even a monopsonist that shared its rents with

input suppliers would be able to avoid having the bargaining over

the rents for one proqram service affect the prices its pays for

all others. 19 As a reSUlt, the program service choices made by the

perfectly price discriminating monopsonist, or even one that shares

rents with suppliers, will be identical to those that would have

been made in the ab.ence of monopsony.20

Assume all cable systems were owned by a single MSO. Assume

also that, as a result this single MSO could obtain services for

18This does not iaply that licen_ fees would be the same for
all such marginally profitable service.. The level of costs and of
incremental revenue. COUld, and probably do, vary SUbstantially
across such services.

19This contra.ts with the "standard" monopsony case in that
the buyer is more likely to know the true reservation prices of
sellers.

20while in the.e cases, it is in the joint intere.t of the
cable syste. and the program service that the cable systea carry
the service, one can imagine the progr.. service posturing for a
larger share of the rents. In the.e cases, it is possible that
some "mistakes" will be made, and the carriage of some services may
be delayed.
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the minimum amount the program .ervices would accept and continue

to provide the .ervice. 21 This cable MBO would have no incentive

to pay le.s than what was necessary for the program service to

continue supplying service; doing so would reduce the

profitability of the cable system. Similarly the cable MSO would

not have an incentive to refuse to pay higher license fees to cover

the costs of increases in programming quality that generated net

incremental revenue larger than the increment in cost. Bargaining

power would give the cable MSO the ability to capture a greater

share of the differen~e between opportunity cost and incremental

revenue, but the purchase. of progra_ing would not be restricted.

Whether a large MSO is in a better bargaining position than a

smaller one is not a simple matter of a program service having more

alternative buyers when MSOs are sllaller; regardless of whether the

cable systems serving all su~scribers in the country were owned by

one, five, or 100 MSOs, the program service is trying to sell

essentially the sa.e output to all of them. Cable program services

do not sell each unit of output uniquely to a sinqle buyer, and

thus selling to more, smaller, MSOs does not mean there are more

alternative buyers competing to bUy each unit of output.

In fact, the potential for bargaining power to reduce the

amount of progra..ing supplied might be greater if all cable MBOs

were .maller. A ••all MSO' is less likely to consic:1er the effect of

21I t is not obvious that even this single MSO would have this
much bargaining power, since provr- .ervice. that qenerated
unu.ually high incremental net revenue al.o would have so.ething
unique to sell.
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